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Students’ Department
H. P. Baumann, Editor

Goodwill in Consolidated Balance-sheet Problems
If a company pays an amount in excess of the net assets acquired from an
other, such excess is generally stated on the books of the purchasing company
as a payment for goodwill. If, however, the net assets are not acquired, but
the payment is made for the entire capital stock of the selling company, any
payment in excess of the net assets (book value) of the selling company is
regarded, also, as a payment for goodwill. Such goodwill does not appear on
the books of the purchasing company but arises when the accounts of both
companies are consolidated.
The amount of goodwill, for consolidated balance-sheet purposes, can readily
be ascertained by scheduling the accounts representing the book value of the
subsidiary at the acquisition date, and subtracting this amount from the cost
of the investment, as follows:

Purchase price.....................................................................
Book value of subsidiary:
Capital stock....................................................................
Surplus..............................................................................

$175,000
$100,000
50,000

Total book value.........................................................

150,000

Goodwill purchased.............................................................

$ 25,000

If the par value of the stock in the above case was $100 per share, the
purchasing company’s interest may be stated as follows:
Per share
Total
$150
Net assets.............................................................................
$150,000
25
Goodwill................................................................................
25,000
Purchase price.............................................................

$175,000

$175

The point to be remembered here is, that the value of the goodwill per share
attaching to any purchase is set once and for all at the time of the purchase.
Testing this point, let us assume that 10 per cent. of the stock in the subsidiary
was sold by the parent company for $20,000. The entry to record this sale
would appear on the parent company’s books as follows:
Cash.......................................................................................
Investment in subsidiary...........................................
Surplus..........................................................................
To record the sale of 100 shares of stock in the subsid
iary company:
Sales price................................................... $20,000
Cost.............................................................
17,500

Profit...........................................................
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$ 2,500

$ 20,000

$ 17,500
2,500
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The balance in the investment account would now show $157,500 and the
parent company’s interest would be but 90 per cent. If the accounts were
now consolidated, we would have:

$157,500
Investment account............................................................
Book value of subsidiary:
$100,000
Capital stock....................................................................
50,000
Surplus..............................................................................
Total book value.........................................................

$150,000

90% thereof.............................................................

135,000

Goodwill...............................................................................

$ 22,500

The total amount of goodwill still owned checks in the following statement
with what was sold when the parent company disposed of 10 per cent. of its
interest in the subsidiary.
Balance
Amount
still
originally Amount
owned
purchased
sold
(100%)
(90%)
(10%)
$150,000 $15,000 $135,000
Net assets....................................... ..................
22,500
2,500
25,000
Goodwill......................................... ..................
Investment account...................... ..................

$175,000

$17,500

$157,500

Let us try our hand with the following problem which involves two purchases
and a sale of stock in a subsidiary.
On January 1, 1933, Company A purchased 80 per cent. (800 shares) of the
capital stock of Company B for $120,000. On June 30, 1933, it purchased the
remaining 20 per cent. (200 shares) for $30,000. This latter block (20 per cent.)
was sold on December 31, 1933, for $40,000, and the profit of $10,000 was
credited directly to surplus. Compute the goodwill arising through consolida
tion.
Companies
Assets

Assets....................................................................................
Investment in Company B:
800 shares at cost........................................................

A
$300,000

B
$200,000

120,000

$420,000

$200,000

Liabilities and capital

Liabilities.............................................................................. $ 30,000 $ 50,000
Capital stock........................................................................
300,000
100,000
Surplus January 1, 1933.........................................................
40,000 20,000
Profits to June 30, 1933..........................................................
20,000 10,000
Profits from July 1 1933, to December 31, 1933 ...............
30,000 20,000

$420,000

466

$200,000

Students' Department
The amount of the goodwill arising through the two purchases may be
scheduled as follows:
1st
2nd
purchase
purchase
(80%)
(20%)
Jan.1, 1933 June 30, 1933
Book value of Company B; at dates of acquisi
tion:
Capital stock........................................................ $100,000
$100,000
20,000
Surplus, January 1, 1933...................................
20,000
Earnings to June 30, 1933.................................
10,000

$130,000

Book value.......................................................

$120,000

80% thereof.................................................
20% thereof.................................................
Purchase price.....................................................

$ 96,000
120,000

$ 26,000
30,000

Goodwill purchased.............................................

$ 24,000

$ 4,000

However, the 20 per cent, purchased on June 30,1933, was sold on December
31, 1933, so that Company A disposed of its 20 per cent. interest in the net
assets and the $4,000 of goodwill which it paid for at the time of the purchase.
The only goodwill appearing in the consolidated statement at December 31,
1933, would be the $24,000 arising from its first purchase which it still retains.
If the problem did not definitely state that it was the second purchase which
was sold, it would be necessary to apply the rule of “first-in, first-out ” to arrive
at a correct solution. The holdings of the parent company at December 31,
1933, would be—60 per cent. of the entire capital remaining from the first pur
chase, and the 20 per cent second purchase. The goodwill arising at the time
of the second purchase ($4,000) would remain the same; that acquired with the
first purchase would be reduced by (20/80) the 20 per cent. sold therefrom.
The following analysis of the first purchase shows that with the sale of the 20
per cent. interest there was included $6,000 of the purchased goodwill, and that
the goodwill at December 31, 1933, would be:

Remaining from 1st purchase.................
2nd purchase..............................................

$18,000
4,000

Total...................................................

$22,000

Original
Sold
Balance
purchase therefrom remaining
(80%)
(20%)
(60%)

Book value of Company B at January 1, 1933:
$100,000 $ 80,000
Capital stock................. ..........
20,000
16,000
Surplus............................ ..........

Totals.......................... ..........

$120,000

$ 96,000

$20,000
4,000

$60,000
12,000

$24,000

$72,000

Purchase price............... ..........

120,000

30,000

90,000

Goodwill......................... ..........

$ 24,000

$ 6,000

$18,000
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Time, however, can be saved in an examination by recognizing that the 80
per cent, interest on hand at the balance-sheet date (December 31, 1933) is
made up of 60 per cent. from the first purchase and the 20 per cent. second pur
chase. The computation can then be made as follows:

1st
2nd
purchase
purchase
(60%)
(20%)
Jan. 1, 1933 June 30, 1933
Book value of Company B at dates of acquisition:
Capital stock............................................................
Surplus, January 1, 1933.......................................
Earnings to June 30, 1933.....................................
Book value...........................................................

60% thereof.....................................................
20% thereof.....................................................
Purchase price.........................................................
Goodwill purchased.................................................

$100,000
20,000
...............
$120,000

$100,000
20,000
10,000
$130,000

$ 72,000

90,000
$ 18,000

$ 26,000
30,000
$ 4,000

In the above examples, the book values were represented by a capital stock
and a surplus account. All problems are not so simple. The following has
caused many students to scratch their heads in an unconscious effort to find
the answer.
The A Company’s balance-sheet at December 31, 1933, contained the follow
ing accounts:

Capital stock authorized........................................................
Unissued stock.........................................................................
Treasury stock (50 shares, par $100) cost..........................
Surplus......................................................................................
Capital surplus (arising from appraiser's revaluation of
fixed assets)......................................................................
Premium on stock (issued at 110)........................................
Reserve for sinking fund.........................................................
Reserve for extension of plant..............................................

$200,000
30,000
7,500
20,000

4,500
17,000
35,320
20,000

On the same date the B Company bought 90 per cent of the outstanding
stock at 170 and acquired the treasury stock and the unissued stock at 150.
Compute, for consolidated balance-sheet purposes, the goodwill arising from
the transactions.
First, it would be well to list those accounts which are a part of the net worth
section in order to ascertain the book value of the net assets at the date of
acquisition.
As the unissued stock and the treasury stock were acquired on the same date
that B Company purchased the 90 per cent. of the then outstanding stock, all
of the authorized capital stock of A Company is outstanding. Hence:

Book value of A Company, December 31, 1933:
Capital stock......................................................................
Surplus................................................................................
Capital surplus..................................................................
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$200,000
20,000
4,500
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Premium on stock:
Original issue.................................................................
Unissued stock sold to B Company...........................

$17,000
15,000

$ 32,000

Surplus reserves:
For sinking fund.......................................................
$35,320
For extension of plant..................................................
20,000

55,320

Total book value (2,000 shares).............................

$311,820

The treasury stock which was carried at $150 per share was sold to the B
Company at the same price, and has no bearing upon the net worth of A Com
pany. The unissued stock, however, was sold at a premium of $50 per share
and the net worth was increased by (300 shares at $50 premium) $15,000. This
is more readily apparent if the transactions are recorded in “T” accounts.
The next step is to compute the holdings and the purchase price thereof:
Purchase of original outstanding stock:
90% of 1,650 shares.........
1,485
Shares at $170.................
Unissued stock......................
300
Shares at $150.................
Treasury stock.......................
50
Shares at $150.................

Totals..............................

$252,450
45,000
7,500

1,835

$304,950

The computation of goodwill follows:
Purchase price.........................................................
Proportionate book value:
(1,835/2,000 of $311,820)..............................

Goodwill purchased.................................................

$304,950
286,095

$ 18,855

Unless the student consistently hews to the line in determining the book
values of the subsidiary companies, he is apt to find himself wool-gathering at
the end of the allotted time for solving a problem in major-minor holding
companies.
Given the following:

Balance-sheets, December 31, 1933
ABC
Company Company Company

Investment in B Company—4,000 shares
at cost..................................................... $ 600,000
Investment in C Company—800 shares
at cost.................................................
$ 200,000
Other assets...............................................
1,900,000
800,000

$300,000

$2,500,000 $1,000,000

$300,000
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Liabilities....................................................
Capital stock—common:
10,000 shares of $100 each..................
5,000 shares of $100 each..................
1,000 shares of $100 each..................
Surplus—January 1, 1932........................
Net operating income:
Six months ended June 30, 1932........
Six months ended December 31, 1932.
Six months ended June 30, 1933........
Six months ended December 31, 1933.

$ 665,000 $ 300,000 $ 83,000
1,000,000
500,000
700,000

150,000

100,000
100,000

8,000
12,000
35,000
80,000

3,000
5,000
12,000
30,000

1,000
3,000
3,000
10,000

$2,500,000 $1,000,000

$300,000

The A Company acquired 3,750 shares of common stock of the B Company
on January 1, 1933, and a further acquisition was made of 250 shares on June
30,1933, the cost price in both cases being $150 a share. The B Company ac
quired 800 shares of the C Company—an 80 per cent. interest—on June 30,
1932, for $200,000. What is the amount of the goodwill arising in the consoli
dation of the accounts?
The amount of goodwill in the case of B’s purchase of the 80 per cent. interest
in C is easily computed, as follows:

Purchase price......................................................................
Proportionate interest in the book value of C Company
at the date of acquisition—June 30, 1932:
Capital stock....................................................................
Surplus—January 1, 1932..............................................
Income to June 30, 1932................................................

$100,000
100,000
1,000

Total book value.........................................................

$201,000

$200,000

80% thereof......................................................................

160,800

Goodwill purchased.............................................................

$ 39,200

However, in the case of A’s acquisition of its interest in B, it is necessary to
consider, as a part of B Company’s net worth, its interest in the profits of C
Company (B’s subsidiary) earned during the period of B Company's holding.
For example:
Book value

Total
Acquisition by A Company of stock
of B Company:
Capital stock.................................
Surplus—January 1,1932............

$500,000
150,000
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Earnings, for six months ended:
June 30, 1932.............................
December 31, 1932...................
Pro-rata share (80%) of profits of
C Company accruing to B
Company during the six
months ended December 31,
1932:
(80% of $3,000)........................

$3,000
5,000

2,400

Book value, December 31,1932..
75% thereof...........................
Earnings for six months ended
June 30, 1933:
B Company................................
Pro-rata share of C Company:
(80% of $3,000)................

$660,400
$495,300 $562,500

Book value, June 30, 1933..........

$674,800

$67,200

12,000

2,400

37,500

3,760

$529,040 $600,000

$70,960

33,740

5% thereof.................................

Totals......................................

It will be noted:
1. That the 80% interest of B Company in the earnings of C Company
during the period from July 1, 1932 (the date B Company acquired
the 80% interest in C Company) to December 31, 1932, are included
in the net worth of B Company as at the latter date (the date A Com
pany acquired its 75% interest in B Company).
2. That the 80% interest of B Company in the earnings of C Company
during the period from January 1, 1933, to June 30, 1933, are included
in the net worth of B Company, because it was on this latter date that
A Company purchased an addition interest of 5% in B Company.

In this discussion, the examples used treat of “positive” goodwill. Had the
purchase price been less than the book value of the subsidiary at the date of
acquisition, “negative” goodwill (whatever that is) or capital surplus would
have arisen. The methods would have been the same.
I have received many inquiries relative to the so-called negative goodwill.
While the term “capital surplus” is often used, I prefer “surplus arising
through consolidation,” primarily because the term “capital surplus ” is generic.
However, if the examiners require a statement of goodwill and capital surplus,
the candidate should use the same terms in his solution.
Students should be on the alert to discover, whether what may ordinarily
appear to be goodwill or surplus arising through consolidation is not, on the
facts given in the problem, something else. Problem 2 of part I of the examina
tion in accounting theory and practice set by the board of examiners of the
American Institute of Accountants on May 11, 1933, is a good example. In
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this problem, the X Refining Corporation purchased the entire outstanding
stock of the K. O. Producing Company, at a price of $695,000. The adjusted
net worth of the Producing Company at the date of sale was $187,351. On the
surface, it would appear that the difference, $507,649 was paid for goodwill.
The following is quoted from the discussion of the problem and solution which
appeared in the Students’ Department of The Journal of Accountancy, page
138, issue of August, 1933.
“This ‘goodwill’ of $507,649, when contrasted with the K. O. Producing
Company’s net assets of only $187,351, indicates very clearly that the value of
the company’s oil reserves is far in excess of their book cost. From the stand
point of the consolidated group, this $507,649 may be considered as representing
additional cost of the oil properties. Furthermore, the oil will be exhausted in
less than three years at the 1930 rate of production. For these reasons it is
necessary to write off this $507,649 property premium against the income
from the oil property, on the basis of barrels of oil produced.
“If this is not done, the income of the consolidated group will be overstated
for the next three years. Then, when all of the oil has been extracted, the
premium of $507,649 will remain on the books, a worthless asset.”
Some writers indicate that “negative” goodwill may be the result of an over
statement of an asset or assets of the subsidiary. Caution should be exercised
by the student in following this suggestion. He must be absolutely certain
that the data given him in the problem will sustain any such interpretation.
I know of few problems in which the assets of the subsidiary could be reduced
by the amount of the surplus arising through the consolidation. But one does
not know what to expect these days.
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